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Executive	Summary		Glenwood	 and	 Eads	 had	 nearly	 identical	 years	 as	 far	 as	 overall	 operations	 are	concerned.	However,	 their	differing	methods	of	 reporting	 items	such	as	 Inventory	and	Depreciation	expense	caused	a	major	variance	in	Net	Incomes:	Eads’	had	a	net	income	 of	 $70,515	 while	 Glenwood’s	 was	 $92,742.	 While	 this	 may	 seem	 like	Glenwood	had	a	better	year,	deeper	analysis	shows	that	Eads	actually	had	greater	cash	 flows	 (by	 over	 $7,000)	 and	 will	 be	 more	 financially	 stable	 in	 the	 future.	Because	 of	 Eads’	 accounting	 methods	 and	 investment	 decisions,	 explained	 in	analysis	below,	it	will	be	a	more	profitable	company	in	the	long	run.	Invest	in	Eads.	
	






Liquidity	 Profitability			 		 		 		Current	Ratio	 39.13%	 Gross	Profit	Margin	 55.58%	Acid	Test	(Quick	Ratio)	 23.93%	 Profit	Margin	 0.23	Accounts	Receivable	Turnover	 4.01	 Return	on	Assets	 14.43%	Days	to	Collect	Receivables	 91.04	 Return	on	Owner's	Equity	 40.40%	Inventory	Turnover	 2.82	 Earnings	Per	Share	 	$28.98		Days	to	Sell	Inventory	 129.50	 Debt	Ratio	 0.64	Operating	Cycle	 220.55	 Times	Interest	Earned	 5.47		 	As	 the	 reporting	 of	 credit	 sales	 was	 identical	 for	 both	 companies,	 related	ratios	 were	 identical	 for	 the	 two,	 at	 4.01	 for	 Accounts	 Receivable	 Turnover	 and	91.04	for	Days	to	Collect	Receivables.	For	a	company	selling	more	expensive	items	such	as	heating	units	in	this	case,	these	numbers	are	reasonable.	
Figure	1-2	
Eads	Ratio	Analysis	














	 Glenwood,	 using	 FIFO,	 reported	 lower	 costs	 of	 goods	 sold,	 as	 it	 expensed	inventory	based	on	the	order	in	which	it	was	purchased.	This	boosts	profit	margin,	but	 also	 leaves	 a	 higher	 remaining	 inventory	 that	must	 be	 carried	 over	 into	 next	period.	Therefore,	with	sales	kept	constant	in	the	upcoming	year,	Glenwood	would	report	higher	cost	of	goods	sold	for	that	year.	
Figure	1-4	
Eads	Income	Statement	




	 Glenwood’s	 approach	 is	 beneficial	 in	 the	 short	 term	 in	 order	 to	 boost	earnings	 and	 keep	 investors	 and	 potentially	 attract	 new	 ones.	 However,	 Eads’	approach	to	reporting	 income	will	be	better	 for	 the	company	 in	the	 long	run,	as	 it	could	potentially	report	greater	increases	in	profit	margins	for	the	upcoming	year.		 Another	 important	 item	on	 these	 Income	 Statements	 to	 pay	 attention	 to	 is	the	depreciation	expense.	This	expense	works	very	similarly	to	the	expense	of	cost	of	goods	sold,	as	expensing	more	now	will	mean	lower	expenses	later	with	all	else	held	constant.			 Glenwood,	 using	 Straight	 Line	 Depreciation	 on	 its	 assets,	 reports	 such	expense	 at	 a	 steady	 and	 predictable	 rate	 each	 year,	 while	 Eads,	 using	 Double	Declining	Balance	Depreciation,	reports	depreciation	expense	at	an	accelerated	rate	during	 the	 early	 years	 of	 the	 asset.	 The	 company	 then	decreases	 the	depreciation	expense	each	year,	creating	greater	Operating	Income	with	all	else	held	constant.	
	
































Furthermore,	 higher	 depreciation	 expenses	 and	 higher	 allowance	 for	doubtful	 accounts	 allow	 Eads	 to	 add	 back	 those	 noncash	 expenses,	 further	increasing	 its	 cash	 flows.	 However,	 Eads	 did	make	 a	 different	 asset	management	decision	than	Glenwood	by	opting	for	a	Capital	Lease	of	Equipment	rather	than	just	renting	 it.	More	will	 be	 discussed	 about	 this	 in	 the	 next	 section,	 but	 as	 far	 as	 the	Statement	 of	 Cash	 Flows	 is	 concerned,	 this	 decision	 causes	 an	 $8,640	 increase	 in	new	cash	used	by	investing	activities	for	Eads	compared	to	Glenwood.		This	 extra	 cash	 flow	 could	 potentially	 benefit	 shareholders	 in	 a	 number	 of	ways.	 It	 could	 allow	 for	 repayment	 of	 long	 term	 debt,	 increased	 payment	 of	dividends,	 investment	 in	treasury	stock,	as	well	as	pay	off	 interest	on	a	 loan.	With	this	in	mind,	Eads	holds	a	great	advantage	with	its	superior	cash	flow.		







For	Year	Ended	December	20X1			 		 		 		 		 		 		Assets	 		 Liabilities	Current	Assets:	 		 		 Current	Liabilities	 		Cash	and	Cash	Equivalents	 -$426		 		 	Accounts	Payable		 	$26,440		Accounts	Recievable	 -99,400		 		 	Interest	Payable		 	6,650		Inventory	 		 -62,800		 		 		 		 		Allowance	for	Bad	Debts	 	994		 		 Long	Term	Liabilities		 		Total	Current	Assets	 -$161,632		 		 	Note	Payable		 	380,000				 		 		 		 Total	Liabilities:		 	$413,090		Fixed	Assets:	 		 		 		 		 		 		Land	 		 -$70,000		 		 		 		 		Building	 		 -350,000		 		 		 		 		Accum.	Depr.	Building	 	10,000		 		 	Equity		Equipment	 		 -80,000		 		 Common	Stock		 		 	$160,000		Accum.	Depr.	equipment	 	9,000		 		 Retained	Earnings		 	69,542		Leased	Equipment	 	-				 		 Total	Equity:		 		 	$229,542		Accum.	Depr.	Leased	Equip.	 	-				 		 		 		 		Total	Non-current	Assets:	 -$481,000		 		 		 		 				 		 		 		 		 		 		Total	Assets:	 -$642,632		 		 	Total	Liabilities	and	Equity:			 	$642,632		








For	Year	Ended	December	20X1			 		 		 		 		 		 		Assets	 		 Liabilities	Current	Assets:	 		 		 		 Current	Liabilities	 		 		Cash	and	Cash	Equivalents	 		 -$7,835		 		 	Accounts	Payable		 		 	$26,440		Accounts	Recievable	 		 -99,400		 		 	Interest	Payable		 		 	6,650		Inventory	 		 -51,000		 		 	Total	Current	Liabiites:		 		 	$33,090		Allowance	for	Bad	Debts	 		 	4,970		 		 		 		 		Total	Current	Assets	 		 -$153,265		 		 	Long	Term	Liabilities		 		 				 		 		 		 	Lease	Payable		 		 	$83,360		Fixed	Assets:	 		 		 		 	Note	Payable		 		 	380,000		Land	 		 -$70,000		 		 	Total	Long	Term	Liabilities:		 	$463,360		Building	 		 -350,000		 		 		 		 		Accum.	Depr.	Building	 		 	10,000		 		 	Total	Liabilities:		 		 	$496,450		Equipment	 		 -80,000		 		 		 		 		Accum.	Depr.	equipment	 		 	20,000		 		 	Equity		Leased	Equipment	 		 -92,000		 		 	Common	Stock		 		 	$160,000		Accum.	Depr.	Leased	Equip.	 	11,500		 		 	Retained	Earnings		 		 	47,315		Total	Non-current	Assets:	 		 -$550,500		 		 	Total	Equity:		 		 	$207,315				 		 		 		 		 		 		Total	Assets:	 		 -$703,765		 		 	Total	Liabilities	and	Equity:			 	$703,765				 		 		 		 		 		 		













gaining	popularity,	and	the	company	is	growing	a	larger	customer	base.	This	growth	could	 potentially	 be	 due	 to	 the	 increased	 spending	 on	 marketing	 and	 general	administration.	Increased	spending	in	this	area	is	not	a	concern	at	this	point,	as	it	is	expected	with	 higher	 revenues.	 However,	 due	 to	 the	 slight	 decrease	 in	 Operating	Income	Profit	Margin,	it	may	be	something	to	keep	an	eye	on	for	the	future.	Below	is	a	 table	 that	 compares	 sales,	 gross	 profit,	 and	 primary	 operating	 expenses	 for	 the	past	three	years.	
Figure	2-1	
Sales	vs	Marketing,	General	and	Administration	Expenses	
In	Thousands	 2013	 2012	 2011	
Sales	 	$6,000		 	$5,615		 	$5,170		
Net	Sales	 	4,206		 	3,917		 	3,516		
COGS	 	2,546		 	2,353		 	2,049		
Gross	Profit	 	1,661		 	1,564		 	1,467		
Mktg,	Gen.	and	Admin.	Expenses	 	1,194		 	1,126		 	1,019		
Operating	Income	before	Taxes	 	$467		 	$438		 	$448		





Net	Operating	Profit	=	Net	income	–	after	tax	nonoperating	items	(Special	items,	Equity	 income	 in	Miller	Coors,	 Interest	 income,	 Interest	 expense,	Other	 income,	&	Discontinued	Operations).		Persistent	 Income,	 however,	 can	 be	 calculated:	 Income	 from	 continuing	
operations	before	taxes	–	Other	 income	+	Special	 items	expense	=	Persistent	








Net	Income	 	$567		 Income	from	cont.	op.	pretax	 	$655		
Special	Items*	 176	 Other	income	 -19	
Equity	income	Miller	





Other	Income*	 -17	 Income	Tax	(12.8%)	 -107	
Discontinued	Operations*	 -2	 		 		
Noncontrolling	Interest*	 -5	 		 		




big	portion	of	the	company’s	income,	such	as	Equity	income	from	Miller	Coors.	This	is	a	good	sign,	as	it	shows	that	the	company	has	consistent	cash	flows	that	are	more	than	 sufficient.	 However,	 The	 since	 the	 majority	 of	 this	 income	 results	 from	investment	 in	 MillerCoors,	 Net	 Operating	 Profit	 is	 a	 better	 determinant	 of	 the	company’s	income	from	selling	beer.	While	this	is	a	more	focused	income	and	better	for	upcoming	ratios,	Persistent	 Income	 is	 still	worth	noting	when	deciding	overall	wellbeing	 of	 the	 financial	 state	 of	 this	 company.	 In	 the	 next	 section,	 the	 Balance	sheet	and	Net	Operating	Assets	are	discussed.		
Balance	Sheet	Analysis		When	analyzing	the	balance	sheet,	the	most	important	elements	to	consider	for	this	analysis	 is	 the	 value	 of	 net	 operating	 assets.	 This	 is	 calculated	with	 the	 following	formula:	




Included	 at	 the	 bottom	 of	 this	 table	 is	 the	 calculation	 of	 Net	 Operating	




































































For	Year	Ended	December	 2013	 2012	Net	Income	 	$1,134,037		 	$2,207,623		Adjustments	to	Reconcile	Net	Income	to	Cash:	 		 		Net	Cash	Provided	by	Operating	Activities	 	$4,607,029		 	$5,747,290				 		 		Net	Cash	Used	by	Investing	Activities	 -$4,075,164		 -$4,991,653				 		 		Net	Cash	Used	by	Financing	Activities	 -$1,668,570		 -$1,583,459				 		 		Net	Decrease	in	Cash	 -$1,136,705		 -$827,822				 		 		Cash	January	1	 	$1,893,816		 	$2,721,638		Cash	December	31	 	$757,111		 	$1,893,816			Another	 important	 feature	of	 the	Statement	of	Cash	Flows	 is	 the	posting	of	beginning	 and	 ending	 balances	 of	 cash	 for	 the	 year.	 These	 can	 be	 found	 on	 the	balance	sheet,	where	the	beginning	balance	is	the	final	cash	balance	for	the	previous	year	 and	 the	 ending	 balance	 is	 the	 final	 cash	 for	 the	 current	 year.	 Next,	 we	 will	discuss	the	Operating	Section	and	methods	of	calculating	it.		




Under	the	direct	method,	you	would	simply	list	inflows	and	outflows	of	cash	from	operating	activities	 i.e.	 cash	 received	 from	customers,	 cash	used	 to	purchase	supplies,	 etc.	 However,	 as	 easy	 as	 this	 sounds,	 thanks	 to	 the	 accrual	 basis	 of	accounting,	which	the	majority	of	companies	are	required	to	follow,	most	companies	do	not	set	up	their	books	in	such	a	way	that	this	information	is	readily	available.	To	list	such	 information	would	require	digging	through	 invoices	and	bank	statements	and	check	stubs—a	very	tedious	task.	Therefore,	aside	from	those	who	are	primarily	a	cash	business,	i.e.	a	hot	dog	vendor,	companies	choose	to	use	the	indirect	method.	The	 indirect	 method	 involves	 indirectly	 computing	 cash	 flows	 by	 starting	with	 a	 base	 figure,	 net	 income,	 and	making	necessary	 adjustments	 from	 there.	As	this	 is	 the	method	 that	our	example	company,	Golden	Enterprises,	 chooses	 to	use,	this	will	be	the	method	discussed	in	the	next	section:	Operating	Activities.		





















































Golden	 Enterprises	 is	 able	 to	 pay	 off	 nearly	 as	much	 debt	 as	 they	 acquire,	along	with	buying	back	stock,	which	they	hope	to	sell	at	a	higher	price	and	create	more	cash	 flow.	They	are	also	able	 to	pay	dividends	 to	 their	 investors,	which	may	serve	as	an	attraction	for	new	investors.			






















such	as	10	days	after	the	sale.	This	could	incentivize	customers	to	take	advantage	of	the	 discount,	 saving	 themselves	 money	 and	 providing	 the	 company	 with	 quicker	payments.	Another	method	Pearson	could	use	would	be	to	penalize	those	who	don’t	pay	within	the	due	period.	For	instance,	if	an	account	goes	unpaid	until	its	deadline	has	 passed,	 Pearson	 could	 start	 compounding	 interest	 on	 that	 account	 for	 every	period	it	goes	unpaid.	Opposite	the	first	method,	this	would	motivate	customers	to	pay	their	bills	on	time	to	avoid	greater	expenses.	This	would	also	provide	Pearson	with	 compensation	 for	 holding	 receivables	 longer	 than	 they	 were	 due.	 By	implementing	some	of	these	small	changes,	Pearson	could	likely	bring	down	its	DSO	to	an	industry	standard	level	within	two	to	three	years.		
Accounts	Receivable	





















Within	due	date	 	£1,096		 2%	 	£21		
Up	to	3	mo	past	due	 228	 4%	 9	
3-6	mo	past	due	 51	 25%	 13	
6-9	mo	past	due	 20	 50%	 10	
9-12	mo	past	due	 4	 60%	 2	
More	than	12	mo	past	due	 20	 90%	 18	






(Figures	in	£	Millions)			 72	5	 				 26	20	 				 3			 76		 The	journal	entry	for	the	£26	million	credit	to	this	account	was	to	add	to	the	provision	and	record	the	expense	 for	more	bad	debts	 that	were	expected	to	occur	for	the	period.	The	entry	(along	with	the	financial	statement	it	affects)	was	entered	as	follows:	
Bad	Debt	Expense	 26,000,000	 Income	Statement	
Provision	for	…	 26,000,000	 Bal.	Sheet		 The	£20	million	 debit	 to	 the	 Provision	 account	 occurred	 as	 accounts	were	actually	 deemed	 uncollectible	 and	 were	 written	 off	 the	 books.	 By	 lowering	 the	provision	 account,	 you’re	 basically	 showing	 that	 the	 expenses	 you	 provided	 for	actually	 took	place	and	 thus	 the	allowance	can	be	reduced.	 In	a	perfect	world,	 the	allowance	account	would	always	end	up	at	zero	because	all	the	bad	debts	that	were	provided	for	would	equal	the	accounts	actually	written	off.	However,	this	is	almost	never	the	case.	Here	is	the	entry	corresponding	to	this	activity:		
Accounts	Receivable	 20,000,000	 Bal.	Sheet	




Provision	for	Sales	Returns		With	 any	business	 that	 sells	 tangible	 goods,	 sales	 returns	 are	 inevitable.	 Products	are	faulty;	the	customer	got	the	wrong	size,	etc.	Because	of	this	fact,	businesses	are	required	to	allow	for	returns	if	they	can	be	reasonably	estimated.	To	do	so,	they	use	an	allowance	 for	Sales	Returns	account,	or	 in	Pearson’s	case,	a	Provision	 for	Sales	Returns.	 By	 recording	 such	 information,	 receivables	 are	more	 closely	 recorded	 at	their	net	realizable	value.		Sales	 returns	 provisions	 are	 calculated	 similar	 to	 provisions	 for	 bad	 debts.	Companies	 find	 an	 estimate	 using	 percentage	 of	 sales	 or	 percentage	 of	 accounts	receivable.	They	then	credit	the	allowance	for	the	estimated	returns	from	the	year.	Below	is	a	T	account	showing	activity	in	the	Provision	for	Sales	Returns	account	for	Pearson.	
Pearson	PLC	
Provision	for	Sales	Returns	












443		 Just	like	provision	for	bad	and	doubtful	debts,	this	provision	for	sales	returns	account	 increases	as	 the	company	estimates	returns	 for	a	period	and	decreases	as	the	company	realizes	these	returns	for	the	given	period.		

































	Nicki,		How	are	you?	I	hope	all	is	well	at	Graphic	Apparel	Corporation!		We,	The	Accounting	Firm,	have	been	able	to	thoroughly	analyze	your	bookkeeping	practices	and	come	up	with	a	couple	solutions	that	will	help	get	your	company	back	up	 to	 GAAP	 standards.	 Up	 to	 this	 point,	 your	 accountant	 has	 been	 recording	transactions	 in	 a	 logical,	 functional	 manner.	 However,	 for	 the	 new	 creditor’s	standards,	we	will	have	to	implement	a	few	minor	changes.		














made	in	order	for	your	books	to	be	reported	correctly	according	the	GAAP	standard.	Of	 course,	 these	 changes	 are	 going	 to	 have	 some	 effect	 on	 your	 balance	 sheet,	namely	 on	 your	 current	 assets	 and	 liabilities.	 The	 attachments	 will	 give	 you	 the	exact	numbers,	but	these	changes	will	ultimately	reduce	your	current	ratio	enough	that	you	will	have	to	reach	out	to	equity	investors	in	order	to	get	your	ratios	back	up	to	 the	 bank’s	 minimum	 requirement.	 To	 be	 safe,	 you	 should	 reach	 for	 about	





Solution	1		Required	journal	entry:		Sales	Revenue	 10,000		 Unearned	Revenue	 7,500		 Accounts	Receivable	2,500	*To	reduce	sales	revenue	from	unfulfilled	custom	order,	establish	unearned	revenue	corresponding	to	cash	received,	and	to	reduce	accounts	receivable	from	sales	not	yet	made.			
Solution	2		Required	journal	entry:		Bad	Debt	Expense	 3,000		 Allowance	for	Doubtful	Accounts		 3,000	*To	bring	accounts	receivable	to	net	realizable	value	by	accounting	for	accounts	that	are	likely	to	default.			
Solution	3		Required	journal	entries:		Sales	Revenue		 15,000		 Accounts	Receivable		 15,000	*To	reduce	sales	and	accounts	receivable	by	amount	in	which	returns	are	expected	but	unknown.		Inventory	 7,800		 Cost	of	Goods	Sold	 7,800	*To	increase	inventory	and	reduce	cost	of	goods	sold	by	cost	amount	of	unknown	but	expected	sales	returns	in	entry	above.	7800	=	15,000*(1-.48),	where	.48	=	profit	margin.			












their	 own	pockets.	 Looking	 out	 for	 their	 own	 financial	 interest,	 the	 auditing	 firm,	Arthur	Andersen,	issued	unqualified	approval	of	these	false	reports.	Because	of	this,	both	 Waste	 Management	 officials	 and	 Arthur	 Andersen	 faced	 severe	 penalties	involving	increased	regulation	and	hefty	fines.		




that	 a	 company	believes	 that	 the	 asset	will	 be	used	 for	production	or	 to	 generate	revenues.	Finally,	the	depreciation	method	is	one	of	the	generally	accepted	methods	that	 GAAP	 suggests.	 However,	 if	 a	 method	 is	 rational	 and	 systematic,	 then	companies	 are	 free	 to	 come	 up	 with	 a	 method	 that	 best	 suits	 their	 business	activities.	Next,	the	most	common	methods	of	depreciation	will	be	discussed.		 There	 are	 several	 types	 of	 depreciation	methods	 and	 rates	 that	 companies	use.	These	 include	straight-line,	double	declining	balance,	 sum	of	 the	year’s	digits,	and	 the	activity	method.	Each	of	 these	methods,	besides	double	declining	balance,	uses	 the	depreciable	base	of	 an	asset	 (cost	minus	 salvage	value)	 and	 then	divides	this	 number	 by	 useful	 life,	 estimated	units	 of	 production,	 or	 another	 depreciation	rate,	depending	on	the	method.	Double	declining	balance	differs	in	that	it	uses	twice	the	rate	of	a	 straight-line	method,	and	depreciates	 the	asset	 from	 its	original	 cost,	until	its	book	value	is	equal	to	its	salvage	value.	For	the	most	part,	these	differences	are	determined	by	market	standards	or	individual	company	activities.	To	illustrate	the	effects	that	using	different	depreciation	rates	can	have	on	a	company’s	financial	statements,	the	airline	industry	will	be	analyzed	in	the	next	section.	
	




differing	rates	will	be	discussed	in	the	next	portion	of	this	analysis.	However,	before	delving	 into	 the	 differences,	 below	 is	 a	 table	 that	 summarizes	 the	 purchase,	depreciation,	and	disposal	of	this	airplane	for	each	of	the	three	companies.	
Figure	6-1	
Differences	in	Depreciation	and	the	Effects	on	Disposal			 Northwest	 Delta	 United	
Book	Value	January	1,	2005	 	$75,000,000		 	$75,000,000		 	$75,000,000		
Residual	 	3,750,000		 	3,750,000		 	3,750,000		
Depreciable	Amount	 	71,250,000		 	71,250,000		 	71,250,000		
Useful	Life	(Years)	 	15		 	20		 	28		
Annual	Depreciation	 	4,913,793		 	3,562,500		 	2,590,909		
Accumulated	Depreciation	at	
December	31,	2008	 	19,655,172		 	14,250,000		 	10,363,636		
Book	Value	at	December	31,	
2008	 	55,344,828		 	60,750,000		 	64,636,364		
Sale	Price	I	 	55,000,000		 	60,000,000		 	65,000,000		
Gain	(Loss)	on	Sale	I	 	(344,828)	 	(750,000)	 	363,636		
Sale	Price	II	 	60,000,000		 	60,000,000		 	60,000,000		








	 Most	of	the	time,	assets	are	sold	at	their	fair	value,	which	can	be	determined	by	market	price,	 appraisal	 value,	 or	 other	 valuation	method	of	 a	 given	 asset.	 This	fair	 value	 amount	 is	 essentially	 what	 the	 asset	 is	 deemed	 to	 be	 worth,	 given	 the	condition	it	is	in.	Considering	the	fact	that	all	three	of	these	planes	were	purchased	for	 identical	 prices	 and	 have	 been	 used	 for	 identical	 amounts	 of	 time,	 it	 is	 more	likely	that	a	situation	similar	to	Sale	II	would	occur.	In	this	scenario,	all	of	the	planes	have	the	same	sales	price,	despite	their	carrying	values.	This	results	in	the	opposite	outcome	compared	to	the	first	scenario.	For	instance,	Northwest	would	now	record	a	gain	of	$4,655,172,	as	it	has	a	carrying	value	lower	than	this	uniform	sales	price.	However,	United	would	now	record	a	 loss	of	$4,636,364	since	its	carrying	value	is	above	this	 fair	value	pricing.	Delta’s	$750,000	 loss	does	not	change,	as	 it	 faces	 the	same	sale	price	for	both	scenarios.		































Uncertainties	 associated	 with	 environmental	 remediation	 loss	 contingencies	 are	
pervasive,	 and	 they	 often	 result	 in	 wide	 ranges	 of	 reasonably	 possible	 losses	 with	
respect	 to	 such	 contingencies.	 Further,	 resolution	 of	 the	 uncertainties	 and	 the	 cash-
flow	 effects	 of	 the	 loss	 contingencies	 often	 occur	 over	 a	 span	 of	 many	 years.	
Accordingly,	 this	 Subtopic	 encourages,	 but	 does	 not	 require,	 additional	 specific	
disclosures	with	 respect	 to	 environmental	 remediation	 loss	 contingencies	 that	would	
be	useful	to	further	users'	understanding	of	the	entity's	financial	statements.			







and	(c)	the	amount	of	the	obligation	can	be	estimated	reliably.			In	 this	 situation,	 Construct	 cannot	 reliably	 estimate	 an	 amount	 of	 this	 potential	obligation,	nor	can	it	prove	that	such	loss	associated	is	even	probable.	Therefore,	no	liability	is	recorded.			2008	–	Liability	incurred	from	creditor’s	bankruptcy			
GAAP:	In	this	case,	BigMix	is	the	creditor	of	Construct,	meaning	that	BigMix’s	filing	for	 bankruptcy	would	 cause	 no	 potential	 losses	 for	 Construct.	 Thus,	 no	 liabilities	need	to	be	accrued.		







































plan	 and	 remedial	 designs	 for	 a	 Superfund	 site,	 or	 the	 performance	 of	 a	
Resource	 Conservation	 and	 Recovery	 Act	 of	 1976	 facility	 assessment,	 facility	
investigation,	or	corrective	measures	studies		
• b.		Performance	of	remedial	actions	under	Superfund,	corrective	actions	under	
the	Resource	Conservation	and	Recovery	Act	 of	 1976,	 and	analogous	 actions	
under	state	and	non-U.S.	laws		
• c.		Government	oversight	and	enforcement-related	activities		












measurement	of	the	remediation	liability.			While	also	working	to	fix	the	issue	at	hand,	Construct	filed	suit	against	BigMix	for	an	unspecified	 amount.	 This	 was	 essentially	 to	 recoup	 some	 of	 the	 costs	 of	 this	remediation.	 However,	 according	 to	 the	 codification,	 these	 cannot	 be	 considered	part	of	the	costs	of	the	effort.	Therefore,	they	would	not	be	accrued	as	a	part	of	the	environmental	liability.	
30-13						
The	 costs	 of	 services	 related	 to	 routine	 environmental	 compliance	 matters	 and	
litigation	 costs	 involved	 with	 potential	 recoveries	 are	 not	 part	 of	 the	 remediation	
effort.			





















IFRS:	 As	 with	 GAAP,	 IFRS	 would	 also	 add	 this	 new	 $1.5	 million	 cost	 of	 the	remediation	plan	to	the	total	remediation	provision.		
2012	–	Gain	Contingencies		
GAAP:	The	chance	that	Construct	will	receive	the	$1	million	settlement	is	estimated	at	75%,	making	 it	 a	probable	event.	However,	gain	contingencies	do	not	work	 the	same	as	loss	contingencies.	According	to	the	codification:	
25-1						
A	 contingency	 that	 might	 result	 in	 a	 gain	 usually	 should	 not	 be	 reflected	 in	 the	
financial	 statements	 because	 to	 do	 so	 might	 be	 to	 recognize	 revenue	 before	 its	
realization.		
50-1						
Adequate	 disclosure	 shall	 be	made	 of	 a	 contingency	 that	might	 result	 in	 a	 gain,	 but	
care	 shall	 be	 exercised	 to	 avoid	 misleading	 implications	 as	 to	 the	 likelihood	 of	
realization.		

























Debt and Indebtedness 	In	order	 to	 conduct	business	and	 thrive	 in	 the	marketplace,	 companies	often	seek	external	funding.	While	many	companies	raise	such	capital	through	sale	of	equity,	or	ownership	in	the	business,	nearly	every	company	obtains	the	money	they	need	via	issuance	of	debt.	Now,	debt	can	come	 in	all	shapes	and	sizes,	so	 in	order	to	give	a	glimpse	 into	 the	world	 of	 debt	 financing,	 this	 paper	will	 analyze	 Rite	 Aid	 and	 its	financial	statements	for	the	fiscal	year	2009.	Rite	Aid,	a	popular	drugstore	franchise,	is	recognized	throughout	the	nation.	Many	 people	 shuffle	 through	 a	 given	 store	 on	 a	 daily	 basis,	 making	 it	 seem	 that	business	is	thriving.	However,	Rite	Aid	seems	to	have	gotten	into	quite	a	bit	of	debt.	Before	 discussing	 the	 negative	 effects	 from	 too	 much	 debt,	 this	 paper	 will	 first	describe	and	define	some	of	the	terms	related	to	Rite	Aid’s	financial	obligations.	There	 are	 many	 key	 terms	 used	 to	 distinguish	 the	 different	 types	 and	elements	of	debt.	For	example,	 for	a	debt	 to	be	guaranteed	 this	means	 that	 if	 the	financial	 obligation	 cannot	 be	 met	 by	 the	 debtor,	 then	 it	 will	 become	 the	 legal	financial	 obligation	 of	 the	 guarantor.	 This	 is	 essentially	 a	way	 to	mitigate	 risk,	 by	holding	multiple	people	responsible	for	the	debt.	Other	terms	include	secured	and	




priority	over	other	“junior”	debt.	A	fixed-rate	loan	is	one	where	the	annual	interest	rate	 is	 locked	 in	 for	the	term	of	 the	 loan,	despite	changes	 in	market	 interest	rates.	
Convertible	bonds	are	ones	that	can	be	traded	in	for	common	stock	at	the	end	of	the	term,	rather	than	cashing	them	out.	A	couple	final	important	terms	for	this	paper	are	par,	discount,	and	premium.	When	a	bond	(or	note)	is	sold	to	investors,	there	are	a	number	of	factors	that	determine	price.	First,	there	is	the	coupon	rate,	which	is	 the	 stated	 rate	 of	 interest	 that	 the	 debt	 holder	 will	 receive	 each	 year	 as	 a	compensation	for	allowing	the	borrowing	of	funds.	Next,	there	is	an	effective	rate,	which	is	also	known	as	the	accepted	market	rate	of	return	on	a	given	type	of	loan.	When	 these	 two	rates	are	equivalent,	 the	debt	 is	 said	 to	be	sold	at	par.	When	 the	effective	 rate	 is	 lower	 than	 the	 coupon	 rate,	 this	means	 the	 debt	 is	 paying	 out	 a	higher	 interest	 rate	 than	 the	 accepted	market	 rate,	 so	 the	 debt	must	 be	 sold	 at	 a	
premium,	or	above	the	face	value.	Oppositely,	when	the	coupon	rate	is	less	than	the	market	rate,	it	is	said	to	be	sold	at	a	discount.	When	sold	at	par,	no	adjusting	entries	are	 necessary.	 However,	 when	 sold	 at	 a	 premium	 or	 a	 discount,	 these	 must	 be	amortized	over	the	term	of	the	loan	to	bring	the	carrying	value	even	with	the	face	value.	This	will	be	more	discussed	 later.	With	 these	 terms	 in	mind,	 the	discussion	will	now	turn	to	specific	examples	of	Rite	Aid’s	debt	and	their	characteristics.		
Rite Aid’s Many Forms of Debt 



























































Rate	6/30/09	 	$												-				 	$												-				 	$										-				 	$402,620		 10.12%	6/30/10	 	39,975		 	40,750		 	775		 	403,395		 		6/30/11	 	39,975		 	40,828		 	853		 	404,248		 		6/30/12	 	39,975		 	40,915		 	940		 	405,188		 		6/30/13	 	39,975		 	41,010		 	1,035		 	406,223		 		6/30/14	 	39,975		 	41,115		 	1,140		 	407,363		 		6/30/15	 	39,975		 	41,230		 	1,255		 	408,618		 		6/30/16	 	$39,975		 	$41,357		 	$1,382		 	$410,000		 		

























Rate	6/30/09	 	$											-				 	$											-				 	$									-				 	$402,620		 		6/30/10	 	39,975		 	41,029		 	1,054		 	403,674		 10.19%	6/30/11	 	39,975		 	41,029		 	1,054		 	404,729		 10.16%	6/30/12	 	39,975		 	41,029		 	1,054		 	405,783		 10.14%	6/30/13	 	39,975		 	41,029		 	1,054		 	406,837		 10.11%	6/30/14	 	39,975		 	41,029		 	1,054		 	407,891		 10.08%	6/30/15	 	39,975		 	41,029		 	1,054		 	408,946		 10.06%	6/30/16	 	$39,975		 	$41,029		 	$1,054		 	$410,000		 10.03%	







Date	 Straight	Line	 Effective	Interest	 Difference	6/30/09	 	$											-				 	$											-				 	$					-				6/30/10	 	41,029		 	40,750		 	279		6/30/11	 	41,029		 	40,828		 	201		6/30/12	 	41,029		 	40,915		 	114		6/30/13	 	41,029		 	41,010		 	19		6/30/14	 	41,029		 	41,115		 	-85	6/30/15	 	41,029		 	41,230		 	-201	6/30/16	 	$41,029		 	$41,357		 -$328		
 In	this	example,	the	largest	difference	between	the	two	methods	results	in	a	mere	$328	discrepancy,	which	is	not	materially	different.	Therefore	either	method	is	 acceptable	 in	 this	 case.	 However,	 in	 other	 cases,	 typically	 involving	 notes	with	longer	terms	to	maturity,	the	differences	can	be	substantial.	In	situations	where	this	is	the	case,	the	effective	interest	method	must	be	used.		










Ratio Comparison with Industry 



























Finally,	having	compared	the	two	companies’	equity	sections	extensively,	we	contrast	 the	 accounting	 methods	 each	 company	 uses.	 Merck	 &	 Co,	 Inc.	 is	 an	American	company,	thus	falling	under	the	recording	guidelines	of	US	GAAP.	GSK	on	the	other	hand,	 is	a	British	company	who	accounts	 for	 their	business	 transactions	using	 IFRS.	 Because	 of	 the	 differing	 methods,	 the	 two	 show	 some	 discrepancies	when	entering	some	of	the	same	types	of	transactions	into	their	respective	journals.	These	are	discussed	at	 length	before	giving	an	analysis	of	 the	companies	dividend	performance	 for	 FY2007.	 According	 to	 this	 analysis,	 Merck	 offered	 nearly	 three	times	 the	 dividends	 per	 share	 and	 over	 five	 times	 the	 dividend	 yield	 for	 its	shareholders	than	did	GSK.	A	more	thorough	analysis	on	these	figures	and	more	is	given	at	the	end	of	this	report.		




dealing	 with	 different	 transactions	 related	 to	 these	 accounts,	 so	 a	 comparison	 of	Merck	&	Co.,	Inc.	and	GSK	plc	will	be	used	to	elaborate	on	these.		




outstanding	 stock	 for	 a	 given	 company.	 Therefore,	 it	 is	 calculated	 by	multiplying	current	 stock	price	by	 the	number	of	 shares	outstanding.	 For	Merck,	with	 a	 stock	price	 of	 $57.61	 as	 of	 December	 31,	 2007,	 the	market	 capitalization	 equaled	 $125	billion,	a	very	impressive	number.	These	 are	 basic	 facts	 and	 figures	 regarding	 Merck’s	 common	 stock.	 More	regarding	this	company	and	its	equity	activity	will	be	discussed	after	analyzing	GSK.		




price,	Company	X	 is	going	 to	 issue	 these	shares	 for	$10	each.	This	means	 that	 the	total	Common	Stock	would	equal	1,000	x	$1	or	$1,000,	while	the	remaining	$9,000	from	 the	 transaction	would	be	 recorded	 into	Paid	 In	Capital	 in	Excess	of	Par.	 It	 is	clear	from	this	example	that	this	Paid	In	Capital	account	is	simply	a	place	to	record	the	difference	in	proceeds	between	par	value	and	market	value.	Next,	the	paper	will	discuss	the	payment	of	dividends,	another	important	transaction	affecting	equity.		




leaving	 any	 shareholders	 waiting	 on	 their	 dividends,	 it	 is	 important	 to	 note	 that	under	IFRS,	their	accounting	standards,	dividends	are	only	recorded	when	they	are	physically	 paid	 out.	 This	 means	 that	 it	 would	 be	 impossible	 for	 GSK	 to	 have	 a	dividends	 payable	 balance.	 Also	 worth	 noting,	 this	 Dividends	 Declared	 account	would	 be	 closed	 out	 at	 the	 end	 of	 the	 year	 by	 crediting	 Dividends	 Declared	 and	debiting	 Retained	 Earnings.	 In	 fact,	 it	 is	 acceptable	 to	 debit	 retained	 earnings	initially	without	ever	running	the	money	through	a	dividends	account.		




GSK	repurchased	a	significantly	higher	amount	of	shares,	equaling	over	285	million.	Of	these	shares,	only	269	million	were	held	in	treasury	while	the	remaining	shares	were	 retired,	 or	 removed	 from	 the	 total	 shares	 authorized.	 GSK	 paid	 over	£3.7	 billion	 to	 repurchase	 these	 shares,	 putting	 the	 average	 share	 price	 around		£13.09.	 Information	regarding	this	equity	transaction	and	others	mentioned	above	were	 found	 in	 the	 Movements	 in	 Equity	 statement.	 For	 Merck,	 who	 follows	 U.S.	GAAP,	the	equivalent	statement	would	be	Statement	of	Stockholders’	Equity.	An	important	factor	to	distinguish	between	GAAP	and	IFRS,	as	portrayed	by	these	two	companies,	is	that	GAAP	records	Treasury	Share	purchases	into	an	actual	Treasury	Stock	account,	while	IFRS	directly	reduces	Retained	Earnings	and	holds	no	such	account.		





































Unlike	the	previous	two,	held-to-maturity	securities	do	not	need	to	be	adjusted	for	changes	in	fair	value,	as	these	investments	are	essentially	locked-in	until	the	time	of	maturity.	With	that	said,	it	is	important	to	record	a	gain(loss)	on	these	securities	at	the	time	of	sale—the	same	goes	for	trading	and	available-for-sale	securities.	As	these	three	securities	are	classified	as	investments,	they	have	an	effect	on	the	 investing	section	of	a	company’s	statement	of	cash	 flows.	For	some	companies	whose	main	operations	deal	with	financing,	banking,	or	investing,	these	cash	flows	will	typically	be	much	more	significant	than	that	of	a	company	in	another	industry	i.e.	manufacturing.	 A	 couple	 things	 are	 important	 to	 remember.	 Gains	 (losses)	 on	changes	 in	value	of	 trading	securities	must	be	taken	out	of	net	 income—operating	activities—and	 reported	 in	 the	 investment	 section.	 Gains	 (losses)	 on	 fair	 value	adjustments	for	available-for-sale	securities	will	have	no	effect	on	the	cash	flows,	as	they	are	reported	in	other	comprehensive	income.	Finally,	all	gains	(losses)	on	the	sale	of	any	of	these	securities	will	have	an	effect	the	statement	of	cash	flows.	As	we	saw	with	State	Street,	these	types	of	activities	can	either	free	up	a	lot	of	cash	for	the	company,	or	cause	a	major	restriction.	
 










equivalent	 to	 the	 change	 in	 the	 asset’s	 fair	 value	 for	 the	 period.	 For	 a	 one-dollar	increase	in	fair	value,	the	following	journal	entry	would	need	to	occur.	Fair	Value	Adjustment-Trading	 1	Unrealized	Holding	Gain	 1		 This	fair	value	adjustment	account	would	be	a	temporary	account,	serving	as	an	adjunct	or	contra	asset	account,	depending	on	the	movements	in	the	market.	The	unrealized	holding	gain	would	be	carried	 in	 the	equity	 section	until	 the	asset	was	sold,	in	which	case	the	unrealized	holding	gain	account	would	be	debited,	and	a	gain	on	 disposal	 account	would	 be	 credited	 for	 the	 difference	 between	 purchase	 price	and	 selling	 price.	 The	 same	 process	 would	 be	 done	 for	 unrealized	 and	 realized	losses.	To	 use	 State	 Street’s	 activities	 as	 an	 example,	 we	 might	 assume	 that	 the	unadjusted	trial	balance	for	trading	account	assets	could	have	had	a	debit	balance	of	$552	million	at	 year-end.	Given	 that	 these	 securities	have	a	market	value	of	 $637	million,	the	required	entry	would	be	as	follows.	Fair	Value	Adjustment-Trading	 85,000,000	Unrealized	Holding	Gain	 85,000,000		With	 this	 entry,	 the	 assets	 would	 be	 properly	 reported,	 and	 State	 Street	 would	experience	an	$85	million	boost	toward	their	net	income.		








gain	on	disposal	would	be	subtracted	from	the	operating	section,	and	added	to	the	investing	section.	This	is	because	this	transaction	is	considered	an	investing	activity	rather	 than	 one	 of	 the	 company’s	 operations.	 However,	 for	 State	 Street,	 this	differentiation	seems	to	be	less	intuitive,	as	one	of	the	company’s	main	operations	is	investing.		
Securities	Held	to	Maturity	




incur	if	they	were	to	sell	these	securities	at	fair	value.	This	increase	in	price	is	likely	derived	from	a	decrease	in	interest	rates,	as	the	two	have	an	inverse	relationship.	In	 the	 case	 that	 State	Street	needs	 to	 increase	 their	 cash	 flows	or	 liquidate	entirely,	 these	 assets	 may	 be	 sold.	 However,	 it	 is	 generally	 in	 a	 company’s	 best	interest	 to	 hold	 on	 to	 these	 investments	 and	 receive	 their	 interest	 payments,	assuming	 major	 fluctuations	 in	 the	 market	 interest	 rate	 have	 not	 caused	 drastic	price	changes.		
Statement	of	Cash	Flows	
When	any	of	these	securities	are	sold	or	purchased,	the	effects	are	generally	seen	on	the	statement	of	cash	flows.	Due	to	the	nature	of	these	assets,	these	corresponding	cash	 flows	 can	be	 found	on	 the	 investing	 section	of	 this	 statement.	For	most	non-financial	 companies,	 the	 amount	 of	 cash	 used	 or	 provided	 by	 the	 sale	 of	 these	investments	might	not	be	as	significant	as,	say,	selling	old	machinery.	However,	for	State	Street,	a	financial	company,	the	transactions	relating	to	investment	securities	are	quite	large.	This	can	be	seen	through	an	analysis	of	this	company’s	Statement	of	Cash	Flows.	According	to	this	statement,	State	Street	purchased	over	$60	billion	of	available-for-sale	investment	securities	in	2012.	Below	is	the	corresponding	journal	entry.	
Investment	Securities	AFS	 60,812,000,000	


















		 	1,119,000,000			 This	table	can	be	explained	with	three	events.	The	first,	is	that	$181,000,000	simply	comes	from	the	ending	balance	in	2011.	The	debit	of	$67,000,000	was	shown	above	 during	 the	 sale	 of	 securities.	 The	 credit	 of	 $1,367,000,000	was	 done	 as	 an	adjusting	entry	at	year-end	to	bring	the	securities	to	fair	value.	The	journal	entry	for	this	adjustment	was	as	follows.	
FV	Adjustment	AFS	 1,367,000,000	















Revenue	Recognition 	One	of	 the	biggest	risk	areas	 in	a	company’s	 financial	statements	 is	 the	amount	of	revenue	they	record.	The	number	of	rules	and	exceptions	for	properly	recording	the	amount	 of	 sales	 a	 company	 truly	 completed	 can	 create	 gray	 areas,	 which	 the	companies	often	times	try	to	exploit.	In	this	analysis,	we	will	focus	on	Groupon	and	its	 revenue	 recognition	methods,	while	 also	 touching	on	other	 companies	 and	 the	risks	they	face	in	relation	to	this	topic.	Furthermore,	we	will	incorporate	an	analysis	of	the	effect	of	reported	revenues	on	a	company’s	stock	prices	by	showing	trends	in	the	 amounts	 of	 these	 respective	 items	 for	 Amazon.	We	 use	 Amazon	 in	 this	 case,	rather	 than	Groupon,	 as	 their	 shares	 have	been	 trading	 on	 the	 open	market	 for	 a	much	longer	time	than	that	of	Groupon	and	will,	therefore,	provide	a	more	thorough	analysis	of	this	relationship.		








The	same	can	be	said	for	bad	debts	and	system	failures.	There	will	always	be	customers	who	buy	items	on	credit	and	fail	to	pay	for	them,	much	like	there	always	be	 malfunctions	 in	 technology	 that	 could	 cause	 a	 failure	 to	 record	 an	 item	 that	should	have	been	counted	as	sold.	Of	course,	as	companies	work	to	 improve	these	systems,	this	risk	becomes	increasingly	smaller.		
Revenues	and	Stock	Prices		
We have briefly discussed how recognizing revenues correctly can have a major 
impact on a company’s financial statements.  We have yet to discuss why this is so 
important. In order to understand the significance of this topic, we must consider the 
users of these financials: stockholders. Stockholders, or investors, rely on a corporation’s 
financial statements to determine if the company is a good investment or one to avoid. 
With that said, one of the most important items that these investors use in their analysis is 
the total revenue. It is this number with which they calculate intrinsic values of the 
companies’ stock prices, so they must be reliable. The analysis on the next page shows 
trends for Amazon’s revenues and stock prices for the years 1997-2010.  
In this analysis, net income is also included in an effort to show whether investors 
put more significance on earnings rather than gross sales. According to this chart, there 
are several years—1998, 1999, 2007, 2009, and 2010—where stock prices and revenues 
both increased, despite reductions in net income. With this in mind, it is clear that there is 
a stronger correlation with stock prices and revenues than that of stock prices and net 
income. This is relevant because it brings us back to the fact that recognizing revenues 


















1997	 	$					148		 		 	$				(31)	 		 	$				5.0		 		
1998	 	610		 312.2	 	(125)	 -303.2	 	53.5		 966.5	
1999	 	1,640		 168.9	 	(720)	 -476.0	 	76.1		 42.2	
2000	 	2,762		 68.4	 	(1,411)	 -96.0	 	15.6		 -79.6	
2001	 	3,122		 13.0	 	(567)	 59.8	 	10.8		 -30.5	
2002	 	3,933		 26.0	 	(149)	 73.7	 	18.9		 74.6	
2003	 	5,264		 33.8	 	35		 123.5%	 	52.6		 178.6	
2004	 	6,921		 31.5	 	588		 -1580.0	 	44.3		 -15.8	
2005	 	8,490		 22.7	 	359		 38.9	 	47.2		 6.5	
2006	 	10,711		 26.2	 	190		 47.1	 	39.5		 -16.3	
2007	 	14,835		 38.5	 	476		 -150.5	 	92.6		 134.8	
2008	 	19,166		 29.2	 	645		 -35.5	 	51.3		 -44.6	
2009	 	24,509		 27.9	 	902		 -39.8	 	134.5		 162.3	




As we discussed above, there can be some major gray areas involved when it comes to 
reporting revenues. Groupon capitalized on one of these gray areas, resulting in largely 
overstated revenues for FY2009 and FY2010. Before discussing their errors in reporting, 
let us first detail the operational flow of Groupon’s business. 
Groupon works with vendors around the country to sell coupons for discounted 
services or products from such vendors. For example, Groupon may have an offer for a 
customer to buy a $20 groupon that is redeemable at their local barbershop for a $40 hair 
cut. So, the customer would exchange their $20 dollars with Groupon and get this 
voucher in return. Groupon would then remit $12 (60%) to the vendor and retain the 




Groupon’s problem was that, in reference to the previous example, they were 
recording $20 as revenue instead of the $8 that they actually retained. This led to severe 
overstatements of revenue. Before discussing the SEC’s comments on such reporting, we 







		 Gross	 Net	 Gross	 Net	
Revenue	 100%	 100%	 100%	 100%	
Cost	of	Goods	Sold	 64.1	 30.3	 60.7	 10.4	
Gross	Profit	 35.9	 69.7	 39.3	 89.6	
Marketing	Expense	 15.1	 33.8	 36.9	 90.9	




Net	Profit	(Loss)	 -4.4	 -7.5	 -57.9	 -134.3	










		 Gross	 Net	 Gross	 Net	
Gross	Margin	Percentage	 35.9%	 69.7%	 39.3%	 89.6%	
Asset	Turnover	Ratio	 2.0	 1.0	 3.6	 1.6		 Even	though	this	reporting	correction	resulted	in	much	larger	profit	margins,	the	asset	turnover	for	both	years	was	reduced	by	nearly	50%.	This	means	that	the	company	may	 have	 had	 a	 lower	 cost	 of	 sales,	 but	 they	were	 using	 their	 assets	 to	generate	income	in	a	very	inefficient	manner.		




company’s	stock	to	increase	in	value.	Therefore,	it	is	clear	that	Groupon	preferred	to	report	revenues	that	were	as	large	as	possible.	When	 the	 SEC	 began	 to	 question	 their	 methods	 of	 recording	 all	 of	 the	revenue,	 despite	 the	 obligation	 to	 remit	 60%	 to	 the	 vendor,	 Groupon	 responded	with	an	attempt	to	justify	their	approach:	
The	Company	believes	that,	by	virtue	of	the	credit	risk	it	bears	and	the	Groupon	
Promise,	 it	 is	 both	 a	 seller	 and	 an	 issuer	 of	 vouchers.	 The	 Company	 is	 the	
primary	 obligor	 when	 it	 issues	 a	 Groupon	 voucher	 on	 behalf	 of	 a	 merchant,	
which	in	turn	is	solely	responsible	to	deliver	goods	or	perform	services.		
Here, Groupon claims that the risk they take by offering a largely encompassing 
return policy should give them the rights to claim all of the revenue as their own. 
However, according to the ASC 605-45-45, there are flaws in their argument. Key 
qualifications for reporting gross revenue under this standard require that: the entity 
“(4)	changes	the	product	or	performs	part	of	the	service,	(5)	has	discretion	in	supplier	
selection,	(6)	is	 involved	in	the	determination	of	product	or	service	specifications,	(7)	
has	physical	loss	inventory	risk—after	customer	order	or	during	shipping.”				 When	 assessing	 the	 business	 model	 of	 Groupon	 and	 their	 method	 of	operations,	 it	 is	 clear	 that	 they	 do	not	 change	 the	 product	 or	 perform	part	 of	 the	service,	nor	do	they	choose	the	supplier,	get	involved	in	the	service	specifications,	or	take	 on	 risk	 of	 physical	 inventory	 loss.	 In	 fact,	 their	 only	 risk	 is	 refunding	 the	customers	when	 they	 are	 dissatisfied	with	 a	 product.	 Therefore,	 Groupon	 did	 not	meet	the	qualifications	to	record	gross	revenue.		




and	Amazon	also	faced.	This	led	to	severe	reporting	issues,	when	vouchers	they	had	sold	 in	prior	periods,	 and	 recorded	as	 revenue,	were	being	 returned	 for	 a	 refund.		This	 was	 a	 result	 of	 Groupon’s	 expansion	 into	 a	 new	 market,	 selling	 high-ticket	items,	such	as	vouchers	for	Lasik	eye	surgery.	When	it	was	discovered	that	many	of	the	 customers	 who	 purchased	 this	 voucher	 were	 not	 physically	 eligible	 for	 the	surgery,	 they	 all	wanted	 a	 refund	 of	 their	money.	 Groupon	 had	 been	 unable,	 and	thus	failed,	to	account	for	such	a	high	level	of	returns.	However,	they	recorded	the	revenues	on	 these	pricy	 items,	 and	experienced	quite	 a	disaster	when	all	 of	 these	customers	came	back	demanding	their	money.	According	 to	U.S.	 GAAP	 in	ASC	 605-15-25,	 revenue	 can	 only	 be	 recognized	when:		
“The	 amount	 of	 future	 returns	 can	 be	 reasonably	 estimated	 (see	 paragraphs	
605-15-25-3	 through	 25-4).	 Because	 detailed	 record	 keeping	 for	 returns	 for	
each	 product	 line	 might	 be	 costly	 in	 some	 cases,	 this	 Subtopic	 permits	
reasonable	aggregations	and	approximations	of	product	returns.	As	explained	
in	 paragraph	 605-15-15-2,	 exchanges	 by	 ultimate	 customers	 of	 one	 item	 for	
another	of	the	same	kind,	quality,	and	price	(for	example,	one	color	or	size	for	
another)	are	not	considered	returns	for	purposes	of	this	Subtopic.”	
 Because	 Groupon	 was	 in	 this	 new	market,	 which	 with	 they	 were	 unfamiliar	 and	could	not	reasonably	estimate	their	sales	returns,	they	should	not	have	immediately	recognized	revenue	on	 the	sale	of	 these	 items.	Rather,	 they	should	have	created	a	larger	returns	and	allowances	account,	thus	reducing	their	total	sales	revenue.		

























Book	Income	vs.	Taxable	Income 	Book	income,	also	known	as	Pretax	Financial	Income,	is	the	amount	of	income	from	continuing	 operations	 that	 companies	 report	 on	 their	 income	 statement	 before	including	 a	 provision	 for	 income	 taxes.	 Taxable	 income,	 however,	 is	 the	 excess	 of	revenues	over	expenses	that	 the	 IRS	recognizes	as	 taxable	 for	 the	year.	These	two	amounts	 are	 almost	 never	 equal	 due	 to	 varying	 factors.	 Because	 of	 this,	 special	accounting	methods	 exist	 for	 recording	 these	 deferred	 taxes.	We	will	 analyze	 the	financial	 statements	 of	 ZAGG	 Inc.	 to	 further	 explain	 current	 and	 deferred	 income	taxes.		
Key	Terms	for	Understanding	Deferred	Taxes		Before	 exploring	 ZAGG’s	 financial	 performance	 for	 fiscal	 year	 2012,	we	must	 first	define	a	few	important	terms	that	will	be	used	in	our	discussion.	These	include:	1) Permanent	 tax	 differences--	 a	 business	 transaction	 that	 is	 reported	differently	 for	 financial	 and	 tax	 reporting	 purposes,	 and	 for	 which	 the	difference	will	 never	 be	 eliminated.	 A	 permanent	 difference	 that	 results	 in	the	 complete	 elimination	 of	 a	 tax	 liability	 is	 highly	 desirable,	 since	 it	permanently	reduces	the	tax	liability	of	a	business.	Some	common	examples	include:	i) Interest	Revenue	on	Municipal	Bonds	ii) Fines	or	fees	for	breaking	government	regulations	iii) Expenses	incurred	to	attain	non-taxable	income		










3) Statutory	 tax	 rate--	Under	 the	 federal	 income	 tax,	 the	 statutory	corporate	tax	rate	ranges	from	15	percent	on	the	first	$50,000	of	taxable	income	to	35	percent	on	income	over	$18.3	million,	with	higher	rates	(up	to	39	percent)	in	some	 income	 ranges	 that	 phase	 out	 the	 benefits	 of	 the	 lower	 rates.	 Most	corporate	income	is	taxed	at	the	35	percent	rate.	
	
4) Effective	 tax	rate--	The	effective	tax	rate	for	individuals	is	the	average	rate	at	which	their	earned	income	is	taxed.	The	effective	tax	rate	for	a	corporation	is	 the	 average	 rate	 at	 which	 its	 pre-tax	 profits	 are	 taxed.	 An	 individual's	effective	 tax	 rate	 is	 calculated	 by	 dividing	 total	 tax	 expense	 by	 pretax	financial	income.		 Of	 these	 terms,	 the	 single	 most	 important	 to	 understand	 is	 temporary	differences,	 as	 these	will	 give	 rise	 to	deferred	 tax	 assets	 (DTA’s)	 and	deferred	 tax	liabilities	 (DTL’s).	 These	 amounts	 of	 deferred	 taxes	 are	 included	 in	 the	 reported	income	tax	expense,	as	they	cause	increases	or	decreases	in	the	overall	expense	due	to	 activities	 that	 occurred	 in	 the	 current	 period.	 In	 other	 words,	 reporting	 these	deferred	 amounts	 follows	 the	 accounting	principle	 of	matching	 expenses	with	 the	periods	incurred.	In	order	to	determine	whether	a	temporary	difference	creates	an	increase	in	the	balance	of	either	DTA’s	or	DTL’s,	the	following	equation	should	be	referenced.	If	the	temporary	differences	causes:		
• Pretax	 financial	 income	 >	 Taxable	 income	à	 Record	 a	DTL	 (Future	 Taxable	Amount	x	Tax	rate)	




One	last	item	to	recognize	is	the	valuation	allowance	for	deferred	tax	assets.	This	is	simply	a	contra	asset	account	that	takes	into	consideration	the	fact	that	some	of	 these	 tax	 assets	 will	 go	 unused,	 as	 they	 often	 expire	 before	 the	 company	 has	enough	 taxable	 income	 to	 realize	 these.	 This	 will	 be	 discussed	 more	 thoroughly	later.	With	these	terms	and	principles	established,	we	can	now	examine	how	these	apply	to	ZAGG	Inc.’s	operations.		
















































1020		 Though	we	do	not	consider	it	in	any	of	the	prior	examples,	it	is	important	to	remember	 that	 sometimes	 future	 enacted	 tax	 rates	 are	 subject	 to	 change,	 thus	dividing	 the	 total	recorded	deferred	tax	by	one	single	rate	would	not	give	you	the	true	 cumulative	 difference.	 Instead,	 there	 may	 be	 an	 included	 schedule	 for	 the	reversal	of	such	deferrals.		


















































million,	 resulting	 in	 a	 funded	 status	 liability.	 However,	 this	 balance	 decreased	significantly	 from	the	previous	year,	which	reassures	analysts	and	employees	 that	this	is	not	a	problem	area	for	the	company.	
 
Retirement	Obligations 	In	most	public	and	private	firms,	employees	are	compensated	for	their	efforts	at	the	company	by	being	awarded	certain	benefits	upon	retirement.	There	are	two	types	of	retirement	 plans	 that	 companies	 often	 follow	 to	 accomplish	 this.	 First,	 there	 are	defined	contribution	plans,	where	both	the	employer	and	the	employees	contribute	money	 to	 this	 fund	 each	month,	 typically	 in	 the	 form	 of	 a	 401k.	 Then,	 there	 are	defined	 benefit	 plans	 where	 the	 employer	 is	 the	 sole	 beneficiary	 of	 this	 fund	reserved	for	retirement.	This	paper	focuses	mainly	on	the	latter	due	to	the	intricate	accounting	 methods	 involved	 in	 up-keeping	 such	 a	 fund.	 We	 will	 use	 Johnson	 &	Johnson	to	provide	a	thorough	analysis	of	this	benefit	plan.		




benefits	that	a	given	employee	will	receive	during	retirement,	they	must	be	able	to	reasonably	 estimate	 these	 figures	 while	 the	 employees	 are	 still	 working.	 For	example,	 Johnson	&	 Johnson	must	calculate	not	only	how	 long	 they	believe	one	of	their	accountants	will	work	until	they	retire,	but	also	what	his	or	her	salary	will	be	at	 that	 point	 and	 how	 long	 they	 will	 have	 to	 fund	 his	 or	 her	 retirement.	 Using	historical	 data	 and	 certain	 requirements	 such	 as	 a	 minimum	 age	 to	 retire,	 the	companies	are	able	 to	obtain	some	certainty	of	 these	 future	obligations.	With	 that	established,	 let	 us	 look	 at	 the	key	 components	 of	 these	 retirement	 funds:	 pension	benefit	obligations	and	plan	assets.		




Actuarial	Gains	and	Losses	are	simply	adjustments	made	by	the	actuary	who	oversees	 the	 account.	 Changes	 in	market	 interest	 rates	 and	 the	 general	 economy	may	give	rise	to	the	need	for	a	reduction	or	addition	of	liabilities	to	the	PBO.	Benefits	paid	to	retirees	reduce	the	PBO,	as	they	represent	the	fulfillment	of	the	 outstanding	 liabilities.	 Like	 all	 liabilities,	 once	 they	 are	 paid	 off,	 they	 need	 no	longer	to	be	held	as	an	obligation.		





	Although	 records	 of	 the	 PBO	 and	 Plan	 Assets	 must	 be	 recorded	 timely	 and	accurately,	 these	are	actually	not	accounts	that	can	be	 found	on	the	balance	sheet.	Instead,	GAAP	calls	for	a	consolidation	of	the	two	into	a	Pension	Asset/Liability,	also	known	 as	 the	 Funded	 Status.	 If	 the	 plan	 assets	 are	 larger	 than	 the	 PBO,	 then	 the	funded	 status	 is	 reported	 as	 a	 long-term	 asset.	 If	 the	 PBO	 is	 larger,	 then	 the	 net	amount	 is	 reported	 as	 a	 long-term	 liability.	 Supporting	 notes	 and	 schedules	 are	necessary	to	disclose	each	of	 the	aforementioned	elements	that	go	 into	calculating	the	balance	of	this	account.		




expected	 returns.	 For	 example,	 if	 the	 company	 expects	 that	 the	 $1,000,000	 plan	assets	will	provide	a	return	of	8	percent,	based	on	expected	dividend	and	 interest	receipts,	 then	 their	 expected	 return	 is	 $80,000.	However,	 if	 due	 to	 changes	 in	 fair	value,	 the	plan	 assets	 increase	by	$100,000,	 then	 the	 $20,000	 resulting	difference	would	be	considered	an	actuarial	gain.	Thus,	while	the	$100,000	would	be	credited	against	 the	 pension	 expense,	 the	 $20,000	 gain	 would	 be	 reduced,	 bring	 the	 net	credit	from	return	on	plan	assets	to	$80,000.	In	the	next	section,	we	will	discuss	this	pension	expense	and	other	related	items	for	Johnson	&	Johnson.		












Directly	affected	by	these	service	and	interest	costs,	the	company’s	PBO	had	a	value	 of	 $12,002	 million	 at	 12/31/07.	 This	 represents	 the	 fair	 value	 of	 future	amounts	that	J&J	anticipates	paying	out	to	its	retirees.	This	value	is	fairly	reliable,	as	it	is	adjusted	every	year	for	changes	in	fair	values	and	interest	rates.	Although	this	ending	value	is	important	for	balance	sheet	purposes,	the	beginning	amount	of	the	PBO	 is	 important	 for	 calculating	 interest	 expense.	 The	 following	 chart	 shows	interest	rate	calculations	for	the	PBO.	
Figure	13-1	
PBO	Interest	Table	




liability.	So,	 if	$10	of	benefits	are	paid,	 then	 the	PBO	now	has	a	value	of	$90,	plan	assets	have	a	value	of	$70,	and	the	funded	status	remains	a	liability	of	$20.	As	mentioned	above,	 Johnson	&	Johnson’s	plan	assets	were	also	affected	by	these	 benefits.	 The	 value	 of	 these	 plan	 assets—the	 fair	 value	 of	 total	 invested	funds—at	 12/31/07,	 was	 $10,469	 million.	 As	 this	 amount	 is	 affected	 by	 actual	returns	on	the	assets,	it	is	important	to	keep	track	of	expected	versus	actual	returns,	to	see	if	the	actuary	needs	to	adjust	its	estimates.	For	2006,	expected	returns	were	$701	million	while	actual	returns	were	$966	million.	Oppositely,	in	2007,	expected	returns	 of	 $809	 million	 exceeded	 the	 actual	 returns	 of	 $743	 million.	 These	differences	seem	significant	at	first	glance,	but	they	represent	varying	interest	rates	of	less	than	1	percent.		Thus,	it	is	hard	to	deem	that	they	are	material.		Another	 significant	 factor	 affecting	 the	 value	 of	 these	 plan	 assets	 are	 the	contributions.	 From	 2006	 to	 2007,	 contributions	 from	 the	 company	 and	 its	employees	increased	by	nearly	24	percent,	from	$306	million	to	$379	million.	This	seems	 to	 be	 a	 good	 sign	 for	 the	 company,	 as	 it	 shows	 that	 not	 only	 does	 it	 have	enough	 cash	 on	 hand	 to	 contribute	 to	 this	 fund,	 but	 also	 that	 its	 employees	 are	invested	enough	in	the	company	to	contribute	to	the	plan.	Given	the	data	for	J&J’s	PBO	and	plan	assets,	we	can	find	the	total	balance	for	this	 funded	 status	 for	 both	 2006	 and	 2007.	 These	 were	 credit	 balances	 $2,122	million	 and	 $1,533	million,	 respectively.	 This	means	 that	 Johnson	&	 Johnson	 held	significant	 long-term	 liabilities	 related	 to	 retirement	 obligations.	 However,	 due	 to	the	decrease	 in	 this	 liability	 from	2006	 to	2007	 and	 the	 increase	 in	 contributions	between	the	two	years,	this	account	is	not	a	long-term	concern	for	the	company.	
